PART I
ITEM 16. DIRECTORS AND EXECUTIVE OFFICERS OF ALLEGIANCE TELECOM

The mformation required by tms Item 10 regarding our directors and executive officers 1s incorporated 1 this report by reference
from certain sections of our definitive proxy statement for the annual meeting of stockholders for the fiscal year ended December 31, 2002,
which will be filed with the SEC no later than Apnl 30, 2003 (the "proxy statement™) You will find our response to this Item 10 1n the
sections titled "Who Are Allegiance Telecom’s Directors, Executive Officers and other Semuor Vice Presidents”", * About the Board of
Directors and its Commuttees™ and "Section 16(a) Beneficial Ownership Reporting Comphance” of our proxy statement

ITEM 11. EXECUTIVE COMPENSATION

The mformation required by ts Item 11 15 incorporated n this report by reference from the sections titled "Executive
Compensation”, "Compensation Comnuttee Interlocks and Insider Participation” and "Compensation of Directors” of our proxy statement

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

The mformation required by this Ttem 12 15 incorporated 1 this report by reference from the sections titled "Security Ownership
of Certain Beneficial Owners and Management" and "Equity Compensation Plan Information" of our proxy statement

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The nformation required by this Item 13 1s incorporated 1n this report by reference from the section titled "Certain Relationships
and Related Transactions” of our proxy statement

ITEM 14. CONTROLS AND PROCEDURES

Withmn the 90 days prior to the date of this report, we carred ont an evaluation, under the supervision and with the participation of
management, ncluding our Chief Executive Officer and Chief Financial Officer, of the effectiveness of the design and operation of our
disclosure controls and procedures pursuant to Exchange Act Rule 13a-14 Based upon that evaluation, the Chief Executive Officer and
Chief Fmancial Officer concluded that our disclosure controls and procedures are effective in timely alerting them to matenal mformation
relating to the company required to be mcluded i our pertodic SEC filings There have been no significant changes m internal controls or
m other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation We have not 1dentified
any sigmficant deficiencies or material weaknesses 1n our ternal controls, and therefore there were no corrective actions taken.
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The company’s management, mcluding the CEO and CFQ, does not expect that our disclosure controls or our mternal controls
will prevent ail error and all fraud A control systert, no matter how well concerved and operated, can provide only reasonable, not
absolute, assurance that the objectives of the control system are met Further, the design of a control system must reflect the fact that there
are Tesource constraints, and the benefits of controls must be considered relative to their costs Because of the nherent limmations i all
control systems, no evaluation of controls can provide absolute assurance that all control 15sues and mstances of fraud, if any, within the
company have been detected These mherent limitations include the realities that judgments 1n deciston-making can be faulty, and that
breakdowns can occur because of simple error or mustake Additionally, controls can be circumvented by the individual acts of some
persons. by collusion of two or more people, or by management override of the control The design of any system of controls also 15 based
In part upon certamn assumptions about the likelthood of future events, and there can be no assurance that any design will succeed m
achieving 1ts stated goals under all potential future conditions, over time, control may become nadequate because of changes in conditions,
or the degree of compliance wath the policies or procedures may deteriorate Because of the mherent linitations m a cost-effective control
system, musstatements due to error or fraud may occur and not be detected
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PART IV

ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K

(a)1)

(a)2)

(a)(3)

(b)

Financial Statements {located on pages F-1 through F-26 of this report)

Independent Auditors’ Report

Report of Independent Public Accountants

Consolidated Balance Sheets as of December 31, 2002 and 2001

Consolidated Statements of Operations for the years ended December 31, 2002, 2001 and 2000
Consolidated Statements of Stockholders” Equity for the years ended December 31, 2002, 2001 and 2000
Consolidated Statements of Cash Flows for the years ended December 31, 2002, 2001 and 2000

Notes to Consolidated Financial Statements

Financial Statement Schedules

Report of Independent Public Accountants on Financial Statement Schedule 1s located on page 5-1 of this
report

Valuation and Quahfying Accounts for the years ended December 31, 2002, 2001 and 2000 1s located on
page 5-2 of this report

The exhibits filed 1n response to Item 601 of Regulation S-K are listed m the Extnbit Index starting on page E-
1 of this report

Reports on Form 8-K

Allegiance Telecom, Inc filed a Form 8-K on November 27, 2002, which reported under Item 5 an amendment
to its Credit and Guaranty Agreement and the 1ssuance of a press release relating to that amendment

57



SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange act of 1934, Allegiance Telecom, Inc has duly
caused this report to be signed on 1ts behalf by the undersigned, thereunto duly authonized on March 31, 2003

ALLEGIANCE TELECOM, INC

By /s ROYCE J HOLLAND,
Royce J Holland,
Chawrman of the Board and
Chief Executrve Qfficer

POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each person whose signature appears below constitutes and appoints
Mark B Tresnowskr and Annmie S Terry, and each of them, each with full power to act without the other, his true and lawful attorneys-m-
fact and agents, each with full power of substitution and resubstitution, for such person and in ns name, place and stead, in any and all
capactties, to sign any and all amendments to this report and to file the same, with all exlubits thereto, and other documents in connection
therewath, with the Secunties and Exchange Commission, granting unto each of said attorneys-mn-fact and agents full power and authority
to do and perform each and every act and thing requisite and necessary to be done 1 and about the premises, as fully as to all intents and
purposes as he might or could do 1n person, hereby ratifying and confinming all that each of said attorneys-in-fact and agents, or hus or her
substitutes, may lawfully do or cause to be done by virtue hereof

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed by the following persons on
behalf of Allegiance Telecom, Inc and in the capacities indicated on March 31, 2003

SIGNATURE CAPACITY

/s/ ROYCE ] HOLLAND Charrman of the Board and Chief Executive Officer (Principal Executive Officer)
Royce I Holland

/s/ C_DANIEL YOST President, Chief Operating Officer and Director
C Damel Yost

/s/ THOMAS M LORD Exccutive Vice Prestdent, Chief Financial Officer and Director (Principal
Thomas M Lord Financial Officer)
/s/ G_CLAY MYERS Senior Vice President of Finance and Accounting (Principal Accounting Officer)

G Clay Myers
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/s/ ANTHONY J PARELLA President, Telecom and Retail Services and Director

Anthony J Parella

/s JAMES E CRAWFORD, 111 Director

James E Crawford, I

/s/ PAUL ] FINNEGAN Director

Paul ] Finnegan

/s/ JACOB ] GOLDBERG Director

Jacob J Goldberg

/5/ REED E HUNDT Director

Reed E Hundt

/s/ ANDREW D LIPMAN Director

Andrew D Lipman

/s/ JAMES N PERRY, JR Director

James N Perry, Jr
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CERTIFICATION

1, Royce J Holland, certify that
1 T have reviewed this annual report on Form 10-K of Allegiance Telecom, Inc ,

2 Based on my knowledge, this annual report does not contamn any untrue statement of a matenial fact or omit to state a
materal fact necessary to make the statements made, in light of the circumstances under which such statements were made. not misleading
with respect to the peniod covered by this annual report,

3 Based on my knowledge, the financial statements, and other financial information included m this annual report, fairly
present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods
presented m this annual report,

4 The registrant’s other certifying officers and I are responsible for establishing and mamntaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-14 and 13d-14) for the registrant and have

a) destgned such disclosure controls and procedures to ensure that matenal information relating to the registrant,
including its consohdated subsicharies, 1s made known 1o us by others within those entities, particularly durmg the peried 1in which
thts annual report 1 being prepared,

b} evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days
prior to the filing date of this annual report {the "Evaluation Date™), and

c) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date,

5 The registrant’s other certifying officers and | have disclosed, based on our most recent evaluation, to the registram’s
audttors and the audit commuttee of registrant’s board of directors (or persons performung the equivalent function)

a) all significant deficiencies 1n the design or operation of mnternal controls which could adversely affect the
registrant’s ability to record, process, summanze and report financial data and have identified for the registrant’s auditors any
material weaknesses in mternal controls, and

b) any fraud, whether or not matenal, that mvolves management or other employees who have a significant role 1n
the registrant’s internal controls, and

6 The registrant’s other certifying officers and I have indrcated m this annual report whether there were significant changes
n nternal controls or m other factors that could sigmficantly affect internal controls subsequent to the date of our most recent evaluation,
including any corrective actions with regard to sigmficant deficiencies and material weaknesses

Date March 31, 2003 /s/ ROYCE J HOLLAND
Royce ] Holland, Chawrman and Chref Executive Officer
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CERTIFICATION

I, Thomas M Lord, certify that
1 I have reviewed this annual report on Form 10-K of Allegiance Telecom, Inc ,

2 Based on my knowledge, this annual report does not contain any untrue statement of a matenal fact or omut to state a
material fact necessary to make the statements made, m hight of the circumstances under which such statements were made, not msleading
with respect to the penod covered by this annual report,

3 Based on iy knowledge, the financial statements, and other financial information meiuded i this annual report, fairly
present in all matenial respects the financial condition, results of operations and cash flows of the registrant as of, and for, the peniods
presented 1n this annual report,

4 The registrant’s other certifymg officers and | are responsible for estabhishing and mamtaimng disclosure controls and
procedures (as defined n Exchange Act Rules 13a-14 and 15d-14) for the registrant and have

a) designed such disclosure controls and procedures to ensure that matenal information relating to the registrant,
mcluding 1ts consolidated subsidharies, 1s made known to us by others within those entities, particularly during the period m which
this annual report 1s beng prepared,

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures as of a date within 90 days
prior to the filing date of this annual report (the "Evaluation Date™), and

c) presented in this annual report our conclusions about the effectiveness of the disclosure controls and
procedures based on our evaluation as of the Evaluation Date,

5 The registrant’s other certifying officers and 1 have disclosed, based on our most recent evaluation, to the registrant’s
auditors and the audit commuttee of registrant’s board of directors (or persons performing the equivalent function)

a} all significant deficiencies in the design or operation of internal controls which could adversely affect the
tegistrant’s abihity to record, process, summarize and report financial data and have identified for the regstrant’s auditors any
material weaknesses in internal controls, and

b) any fraud, whether or not material, that involves management or other employees who have a sigmficant role in
the registrant’s internal controls, and

6 The registrant’s other certifying officers and 1 have indicated i this annual report whether there were significant changes
mn internal controls or m other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation,
including any corrective actions with regard to significant deficiencies and material weaknesses

Date March 31, 2003 /s! THOMAS M LORD
Thomas M Lord, Executive Vice President of Corporate
Development and Chief Financial Officer
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Independent Auditors’ Report

The Board of Directors
Allegiance Telecom, Inc

We have audited the consolidated balance sheet of Allegiance Telecom, Inc and subsidiaries as of December 31, 2002, and the
related statements of operations, stockholders’ equity, and cash flows for the vear then ended In connection with our audit of the
consohdated financial statements, we also have audited the financial statement schedule These consohdated financial statements and
financial statement schedule are the responsibility of the Company’s management Our responsibility 1s to express an opimon on these
consolidated financial statements and financial statement schedule based on our audit The 2001 and 2000 comsoiidated financial
statements and financial statement schedule of the Company as listed in the accompanying index were audited by other auditors who have
ceased operations Those auditors expressed an unquahfied opimon on those consohdated financial statements and financial statement
schedule in their report dated February 19, 2002

We conducted our audit in accordance with auditing standards generally accepted 1n the United States of Amernica Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement An audit includes examining, on a test basis, evidence supporting the amounts and disclosures 1n the financial
statements An audit also includes assessing the accounting principles used and sigmficant estimates made by management, as well as
evaluating the overall financial statement presentation We beheve that our audit provides a reasonable basis for our opimion

In our opmen, the 2002 consohdated financial statements referred to above present fairly, i all matenal respects, the financial
position of Allegiance Telecom, Inc and subsidiaries as of December 31, 2002, and the results of their operations and their cash flows for
the year then ended. 1n conformuty with accounting principles generally accepted 1n the Umited States of America Also m our opmion, the
related 2002 financial statement schedule, when considered n relation to the basic consohdated financial statemments taken as a whole,
presents fairly, n all matenal respects, the information set forth therem

The accompanymg 2002 consolidated financial statements have been prepared assuming that the Company will continue as a
gomg concern As discussed in Note 2 to the consohidated financial statements, the Company has suffered recurming losses from operations
and 1s dependant on additional external financing to meet current debt repayment requirements which raises substantial doubt about its
ability to continue as a gomng concern Management’s plans 1n regard to these matters are also described n Note 2 The consolidated
financial statements do not mclude any adjustments that might result from the outcome of this uncertamty.

Also, as discussed m Note 4 to the consohdated financial statements, Aliegiance Telecom, Inc , 1n 2002 adopted the provisions of
Statement of Financial Accountmg Standard No 142, "Goodwill and Other Intangible Assets "

KPMG LLP

Dailas, Texas
March 3, 2003
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This 15 a copy of the audit report previocusly 1ssued by Arthur Andersen LLP m connection with Allegaince Telecom, Inc s 2001
consolidated financial statements previousty filed on Form 10-K This audit report has not been reissued by Arthur Andersen LLP 1n
connection with this filing on Form 16-K

Report of Independent Public Accountants

To the Board of Directors and Stockholders of Allegiance Telecom, Inc

We have audited the accompanying consohidated balance sheets of Allegiance Telecom, Inc (a Delaware corporation) and
subsidiaries (the "Company") as of December 31, 2001 and 2000, and the related consolidated statements of operations, stockholders’
equity and cash flows for the years ended December 31, 2001, 2000, and 1999 These financial statements are the responsibility of the
Company’s management Our responsibility 1s to express an opinton on these financial statements based on our audits

We conducted our audtts in accordance with auditing standards generally accepted in the United States Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of matenal rmusstatement
An audit includes examming, on a test basis, evidence supporting the amounts and disclosures 1n the financial statements An audit also
includes assessing the accounting principles used and signmificant estimates made by management, as well as evaluating the overall financial
statement presentation We believe that our audits provide a reasonable basis for our opinion

In our opimon, the financial statements referred to above present fairly, m all matenal respects, the financial positton of
Allegiance Telecom, Inc and its subsicharies as of December 31, 2001 and 2000, and the results of their operations and their cash flows for
the vears ended December 31, 2001, 2000, and 1999, 1n confornuty with accounting principles generally accepted i the United States

ARTHUR ANDERSEN LLP

Dallas, Texas
February 19, 2002
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ALLEGIANCE TELECOM, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
As of December 31, 2002 and 2001
(in thousands, except share and per share data)

2002 2001
ASSETS
CURRENT ASSETS
Cash and cash equivalents $253.311  $374.084
Short-term mvestments 30,935 25,232
Accounts receivable {net of allowance for doubtful accounts of $14,485 and $29,621, respectively) 153,196 141,684
Prepaid expenses and other current assets 18916 25,406
Total current assets 456,378 566,406
PROPERTY AND EQUIPMENT
Property and equipment . 1,516,175 1,366,710
Accumulated depreciation (592.069) _ (350,460)
Property and equipment, net 924,106 1,016,250
DEFERRED DEBT ISSUANCE COSTS (net of accumulated amortization of $15,031 and $11, 870
respectively) . 15,879 19,039
LONG-TERM INVESTMENTS, RESTRICTED 881 954
GOODWILL (net of accumulated amortization of $83,252 as of Dccember 31,2001) . — 107,468
OTHER ASSETS. net . 43974 64,726
Total assets . $1.441,218 §1,774,843
LIABILITIES AND STOCKHOLDERS’ EQUITY
CURRENT LIABILITIES
Accounts payable . $55,282 $30,386
Accrued habilities and other current hiabilities . 124 444 85,968
Current portion of long-term debt . 561,532 3,120
Total current habilities . 745,258 139,474
LONG-TERM DEBT . 639,691 1,013,184
OTHER LONG-TERM LIABILITIES 12,545 14,109
COMMITMENTS AND CONTINGENCIES {see Note 1 1)
STOCKHOLDERS’ EQUITY
Preferred stock, $ 01 par value, 1.000,000 shares authonzed, no shares 1ssued or outstanding at
December 31, 2002 and 2001 — —
Common stock, 3 01 par value, 150,000.000 shares authonzed, 125,157,605 and 115,542,354 shares 1ssued
and 124,830,110 and 115,214,859 shares outstanding at December 31, 2002 and 2001, respectively 1,251 1,155
Additional paid-n capital 1,808,690 1,801,366
Common stock 1n treasury, at cost, 327,495 shares at December 31, 2002 and 2001 (45) (45)
Common stock warrants . . 1,857 1,877
Deferred compensation . . (5,149) {6,067y
Accumulated deficrt . . . . . . (1,762,880} (1,190,210}
Total stockholders’ equity . . o 43,724 __ 608,076
Tetal habilities and stockholders® equity . . . $1.441.218 $1,774,843

The accompanying notes are an mtegral part of these consolidated financial statements
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ALLEGIANCE TELECOM, INC, AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS
For the years ended December 31, 2002, 2001 and 2000

REVENUES

OPERATING EXPENSES

Network .

Selling, general and admimstrative
Depreciation and amortization
Management ownership allocation charge
Non-cash deferred compensation

Goodwill impairment charge
Total operating expenses

Loss from operations

OTHER INCOME (EXPENSE)
Interest income

Interest expense

Total other ;mcome (expense)

NET LOSS APPLICABLE TO COMMON STOCK

WET LOSS PER SHARE, basic and diluted

(in thousands, except share and per share data)

2002

2001

2000

WEIGHTED AVERAGE NUMBER GF SHARES OUTSTANDING, basic and diluted

The accompanying notes are an integral part of these consolidated financial statements
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$770,982  $516.888  $285.227
404,444 251,734 150,718
438,158 377.387 252,368
282,143 256,685 130,826
— 175 6.480

2,726 4,126 10.127
114,722 — —
1,242,193 890,107 550,519
(471,211 (373.219)  (265,292)
6,594 15.665 56,969
(108.053) (74.259) (69.244)
(101,459) (58.594) (12.275)
$(572,670)  $(431.813)  $(277.567)
$(4 88) $(3 82) $(2 58)
117,349,242 113,115,871 107,773,112



Balance, December 31, 1999 .
Issue of stock under the Fmployee Stock Purchase Plan (see Note 13)
Acquisition of treasury stock
Exercise of employee slock options
Stack spht
Conversion of common stock w arrants
Secondary offening of common stock
Commoen stock issued for business acyuisitons
Commen stonk aplions issued lor busingss acquimitions
Deferred Lompensation
Anwortization of deferred compensation
Net losy
Balance, December 31, 2000
Issue of stock under the Einpleyee Stock Purchase Plan (see Note 13)
Exercise of employee stock opuons
Common stock vsued for business acqursitions
Deterred compensation
Amertization of deferred compensation
Other
Net loss
Balance, December 31, 2001
Issue of stock under the Tmployee Stock Puichase Plan {see Note | 3)
Essue o1 resincted stock (see Naote 13)
Fxercise ot emplovee stock uptions
Conversion of common stock warrants
Conmnon stock issued for business auguisitzons
Deterred compensation
Amartization of delerred compensation
(nher

Net lass

Balance, december 31, 2082

The accompanying notes arc an integral part of these consolidated financial statements

ALLEGIANCE TELECOM, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS® EQUITY

Preferred Sock

For the years ended December 31, 2002, 2001 and 2000

(in thousands, except share and per share data)

{ommon Slock

Treasury btock

Deferred M anagement
Muimber Bumber of Addibonal Number of Commaon Sock Deferred Ownership Allocation Accumulated
of Shares _Amount Shares Amount  Pak-lnCapual  Shares  Amount Warrants Compensati Charpe Deficit Total
— $— 97,459,677 3975 5940,120 (37.968) 5(5) $3,71% $(13,573) 5(6,790) S{480,530) $443.616
— 109,727 ! 4,468 — — — — —_ — 4409
- — — — —  {289.527) (40) — — -— — (40
— — 700,820 7 4,763 -~ — — — — — 4,770
— - {57 -— (52) — — --- = — —_ (5)
— — 205,331 2 1,841 — —-— (1,842) —_ — - 1
~ — 10 703,109 107 719,568 — — - — — —_ 719675
— -— 1,214,027 12 44,159 -— — — — - — 44,171
—- - — 3852 - — — (957) - — 2,895
— -- — — 11993 — — — {12,128) 135 — —
-— - — — — - — — 10127 6,480 — 16,607
— - - — — — — — -— (277,567) (277.567)
— $— 110,392,114 31,184 51,730,652 (327,495) $(45) $1,877 $(16,531) 5(175) $(758,397) $958.485
— 6721337 6 4,916 ~ — — — - — 4,916
— - 376,151 4 2,197 -— — — — - — 2,201
— - 4 301,752 4] 69,698 — — — — - — 69,739
— — — -- 6213 — — — 6213 — - -
- — — - — — — 4251 175 - 4426
- — - — 122 — — -— — — 122
— — - — — — — — — - [EEIR- 1K) (431.813)
—_ $—  115542,354 §1,155 $1.801,366 (327.495) $(45) $1.877 $(6,067) $— (5190210 $608,076
— 2,474,042 25 3.862 - — — — — - 3887
- 6,495,120 65 {65) - — — — — - —
-- 85175 ! 22 — — — — 23
- 2188 -- 20 - — (20) — — - -~
— 598 726 5 1673 — — — — 1,678
-— - — I 804 — — (1,8G8) — - -
- — - - — - 2726 — - 2,726
— — 4 — — - — — 4
- - — — - — — — — (572.670) (572.670)
— $-— 125,157,605 $1,251 $1.808,600 (327 495) $(45) $1,857 $(5.149) $— __8(1,762,888) 143,724
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ALLEGIANCE TELECOM, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
For the years ended December 31, 2002, 2001 and 2000

{in thousands, except share and per share data)

CASH FLOWS FROM OPERATING ACTIVITIES
Net loss
Adjustments to reconcile net loss to cash used 1n operating actrvities—
Depreciation and amortization
Provision for uncollectible accounts recervable
Accretion of investments
Accretion of Sertes B and 127/3% notes
Amortization of deferred debt 1ssuance costs
Amortization of management ownership allocation charge and deferred
compensation
Goodwill impairment charge
Changes n assets and labilities, net of effects of acquisitions—
Increase 1n accounts recewable
(Increase) decrease 1 prepaid expenses and other current assets
Increase 1in other assets
Increase (decrease) in accounts payable
Increase 1n accrued habihities and other current habilines
Net cash used m operating activities .
CASH FLOWS FROM INVESTING ACTIVITIES
Purchases of property and equipment
Capitalized interest
Purchases of subsidianies, net of cash acquired
Purchases of investments
Proceeds from sale of investments
Net cash used in mnvesting activities
CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from borrowings under the credit facilities
Payment under credit facihities
Proceeds from 1ssuance of common stock, net
Deferred debt 1ssuance costs
Purchase of treasury stock
Payments on capital lease obligations
Other
Net cash provided by financing activities
DECREASE IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, beginning of period
CASH AND CASH EQUIVALENTS, end of period

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION

Cash paid for interest.

SUPPLEMENTAL DISCLOSURE OF NON CASH INVESTING AND
FINANCING ACTIVITIES

Assets acquired under capital lease obligations ..

Fair value of assets acquired 1 business acquisitions

Liabilities assumed m busmess acquisitions

Common stock 1ssued for business acquisitions (5358, 726 4,101,752 and
1,214,027 shares, respectively)

Common stock options 1ssued for busmess acqmsmons (182, 324 shares 1n 2000)

2002 2001 2000
$(572,670)  S(431.813)  $(277.567)
282,143 256,685 130.826
66,224 41,600 25914
(320) (2.806) (5.387)
48,567 43,320 38,645
3,161 4822 10.293
2,726 4301 16,607
114,722 — —
(36,942) (80,122) (88.391)
13,253 (18,836) (2,283)
(14,522) (10,818) (690)
3,500 (35,094) 31,429
21,870 13,125 18,052
(68,288) (215.,636) (102,552)
(129,896) (364.396) (430,817)
(6,138) (16,858) (14,366)
(28,478} (28,887) (63,808)
(82,532) (283.926) (329,884)
77,202 536,183 122,167
(169,842) (157,884) (716,708)
135,300 350,000 —
(15,000) — —
3,910 7,117 728,855
— (151) (12,334)
— — (40)
(6,853) (5.634) (3,300)
- 169 (52)
117,357 351,501 713,129
(120,773) (22,019) (106.131)
374,084 396.103 502,234
$253,311 $374,084 $396,103
59,099 42,250 34,605
25,032 47,516 14,511
51,319 84,052 38,056
25,221 28,351 19,074
1,678 69,739 44,171
— — 2,895

The accompanying notes are an integral part of these consolidated financial statements
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ALLEGIANCE TELECOM, INC, AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2002, 2001 and 2000
(dollars in thousands, except share and per share data)

1. General:

Allegiance Telecom, Inc 15 a facilities-based national local exchange carner that provides integrated telecommunications services
to business, government and other mstitttional users 1 major metropolitan areas across the United States of Amenca Allegiance

Telecom, Inc was incorporated on April 22, 1997, as a Delaware corporation, and 1t and its subsidiaries are generally referred to heremn as
the "Company "

The Company offers services in 36 of the largest metropolitan areas i the United States of America as follows: Atlanta, Austin,
Balumore, Boston, Chicago, Cleveland, Dallas, Denver, Detroit, Fort Lauderdale, Fort Worth, Houston, Long Island, Los Angeles, Miam,
Minneapohs/St Paul, New York City, Northem New Jersey, Oakland, Ontario/Riverside, Orange County, Philadelphia, Phoenrx,
Pittsburgh, Portland, Sacramento. St Lows, San Antomo, San Diego, San Francisco, San Jose. Seattle, Tampa, Washington. D C , West
Palm Beach/Boca Raton and White Plains

2. Going Concern:

The consohdated financral statements have been prepared on a going concern basis, which contemplates continuity of operations,
realization of assets and satisfaction of habilities 1n the ordinary course of business However, as a result of recurring operating losses and
debt reduction requirements as stipulated by an interim amendment to the Company’s senior secured credit facilities, such reahzation of
assets and satisfaction of habilities are subyect to uncertainty

The interim amendment requires the Company to reduce total debt to no more than $645,000 by April 30, 2003 (see Note 7) The
Company has been evaluating possible recapitahization transactions and pursuing numerous financial and negotiated strategic alternatives
to reduce total indebtedness

If the Company cannot reduce debt to the required levels by April 30, 2003, 1t will be 1n default under the semor secured credit
facilities If any such default occurs, the Company’s semor lenders would have the nght to request immediate repayment of all senior debt,
n which case, the Company’s noteholders would then have the right to request immediate repayment of the outstanding notes If they
become immediately due and payable then the Company’s bondholders may also accelerate the payment of the Company’s bonds under its
indentures If any of these events occur, 1t would have a matenal adverse effect and 1t may result in a foreclosure proceeding or a voluntary
or mvoluntary bankruptey proceeding These factors raise substantial doubt about the Company’s ability to continue as a gomng concern
The consolidated financial statements do not include any adjustments that might result from the outcome of this uncertainty

Under the terms of the Company’s semor secured credit faciliies, the Company 1s required to deliver an unqualified audit report
to 1ts semor lenders As such, 1f the Company does not receive a warver from its senior lenders or 1f 1t 15 unable to cure this breach within
30 days, there will be an event of defauit under the senior secured credit facilities

3. Summary of Significant Accounting Policies:

Consolidation. The accompanying financial statements inciude the accounts of Allegiance Telecom, Inc and 1ts wholly owned
subsidraries All sigmficant intercompany balances and transactions have been eliminated
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Cash and Cash Equivalents. The Company includes as cash and cash equivalents, cash, marketable securities and commercial
paper with maturtties of three months or less at the date of purchase

Short-Term Investments. Short-term mvestments consist primarily of commercial paper with onginal maturities between three
and 12 months at the date of purchase Such short-term mnvestments are carned at their accreted value, which approximates fair value
Short-term mvestments are held to maturity and unrealized gains and losses are not sigmficant at December 31, 2002

Prepaid Expenses and Other Current Assets. Prepaid expenses and other current assets consist of prepaid services, prepaid rent,

prepaid nsurance and refundable deposits Prepayments are expensed on a straight-line basis over the corresponding life of the underlying
agreements

Financial Instruments. The carrying value of the Company’s cash, short-term investments, accounts receivable and accounts
payable approxmmatcs their fair value At December 31, 2002, the Company’s §1%,% senior discount notes due 2008, 127/% semor
discount notes due 2008 and senior secured credit facilities were all trading at values below their carrying value The carrying value of
these debt nstruments in the Company’s consolhidated financial statements 15 sigmficantly higher than their fair value

Property and Equipment. Property and equipment includes network equipment, tand, leasehold improvements, software. office
equipment, furmture and fixtures and construction-in-progress These assets are stated at cost, which includes direct costs and capitahzed
mterest and are deprectated over therr respective useful lives using the straight-line method During the years ended December 31, 2002,
2001 and 2000, $6,138, $16,858 and $14,366, respectively, of interest expense was capitalized related to network construction-in-progress
Repair and matntenance costs are expensed as incurred

Property and equipment at December 31, 2002 and 2001, consisted of the following

Useful Lives (in

2002 2001 years)
Network equipment $1,148,583 $869,011 2-20
Land 9,164 9,164 —
Leasehold improvements . 145914 134,618 7-10
Software . 125,229 114,553 3
Office equipment and other 46,991 36,824 2-5
Furniture and fixtures . . 21,334 L7715 7
Property and equipment, in service 1,497,215 1,181,885
Less Accumulated depreciation (592,069) (350,460)

Property and equipment, 1n service, net 905,146 831,425
Construction-in-progress . . 18,960 184,825
Property and equipment, net $924,106 $1,016,250

Impairment of Long-Lived Assets. The Company reviews the carrying values of property and equipment and intangible assets
for impairment whenever current events or changes in circumstances indicate that the carrying amount of an asset may not be recoverable
If impairment 1ndicators are present, the Company analyzes the projected undiscounted cash flows associated with property and equipment
and intangible assets to determine the fair value of these assets If the assets are determuned to be impaired, a loss 1s recorded 1n the amount
that the carrying value of the assets exceeds their fair value



The Company performed an analysis companng estimated future cash flows to the carrying value of its property and equipment
and intangible assets at December 31, 2002 This analysis did not indicate that an impairment exists as of December 31, 2002

Deferred Debt Issuance Costs. Deferred debt 1ssuance costs mclude costs incurred by the Company in raising debt proceeds
These costs are amortized to mterest expense over the life of the related debt

Goodwill and Other Intangible Assets. Goodwill represents the excess of purchase price over the fair value of net assets of
acquired businesses (Goodwill related to busmesses acquired prior to June 30, 2001 was amortized on a straight-hne basis over an

estimated useful hfe of three years through December 31, 2001 Subsequent to that date, goodwill has not been amortized, but 15 assessed
for inpairment at least annually

The impairment testing 15 performed at a reporting umt level The goodwil! impatrment testing has two steps The first step
identifies potential impairment by comparing the fair value of the reporting umt to its carrying value [f'the fair value of the reporting unit
exceeds 1ts carrying value, goodwill 1s not impaired and the second step 1s not necessary If the carrying value of the reporting unit exceeds
its fair vatue. the second step is performed to calculate the possible impairment loss by comparing the implhied fair value of goodwll to the
carrying value If the imphed fair value of goodwill 1s less than the carrymng value, a write-down 1s recorded The farr value of each
reporting umt 15 determmned based on combinations of both the income and market valuation approaches

Intangible assets are included n other assets and consist pnimarily of acquired customer hists with defimite useful hives These
itangible assets are amortized on a straight-line basis over their estimated useful lives, generally ranging from one to three years

Restricted Investments. Long-term restricted investments include certificates of deposit held as collateral for letters of credrt
1ssued on behalf of the Company

Revenue Recognition. Revenues for voice, data and other services to end users are recogmzed 1n the month 1n which the service
15 provided Amounts invoiced and collected in advance of services provided are recorded as deferred revenue and are recognized as
revenue over the period that the services are provided (see Note 6 for amounts of deferred revenue) Revenues for carner interconnection,
access and reciprocal compensation are recogmzed mn the month in which the service 1s provided, except when realization of these
revenues 1S not reasonably assured The ability of competiive local exchange carners (such as the Company) to earn local reciprocal
compensation revenues and access revenues 1s the subject of numerous regulatory and legal challenges Until these 1ssues are ultimately
resolved, the Company’s policy 1s to recognize this revenue only when realization is reasonably assured

For customer premise equipment contracts, revenue 1s recogmized using the percentage-of-completion method, based on the
percentage which incurred contract costs to date bear to totat estimated contract costs after giving effect to the most recent esmates of
total cost Risks relating to delivery, usage, productivity and other factors are considered m the estimation process The effect of changes to
total estimated contract revenue and costs is recogmized m the period such changes are determmuned Provisions for estimated losses on
indrvidual contracts are made in the period m which the loss first becomes apparent

In December 1999, the SEC issued Staff Accounting Bulletin No 101, "Revenue Recognition n Financial Statements" (SAB

101), which provides additronal gurdance on revenue recogmition as well as critenia for when revenue 1s realized and earned and related
costs are incurred The Company adopted
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SAB 101 on October 1, 2000 The adoption of SAB 10! did not have a material effect on the Company’s results of operations

Network Expenses. Network expense 1s recogmized n the month m which the service 15 utilized Accruals for unbilled leased
network facihines, network access charges. and equipment colocation charges are based on circuit counts, estimated usage, and active
colocation sites  Additionally, accrued network expense includes charges invoiced by carners which are probable network expenses but

have not yet been paid due to rate or volume disputes with other carmers Network expenses do not include an allocation of depreciation or
amortization expense

Stock Splits. On February 28, 2000, the Company effected a three-for-two stock split i the form of a 30% stock dividend All
references to the number of common shares and per share amounts have been restated to reflect the stock sphit for all periods presented

Stock Based Compensation. At December 31, 2002, the Company had three stock-based compensation plans, the 1997
Nonquahfied Stock Option Plan, the 1998 Stock Incentive Plan and the Employee Stock Discount Purchase Plan (see Note 13) The
Company apphes the provisions of Accounting Principles Board Opimon No 25, "Accounting for Stock Issued to Employees” (APB
No 25) and the related interpretations in accounting for the Company’s plans Fixed stock option awards with pro-rata vesting are
recogmzed as expense using the straight-ine method over the vesting penod

Had compensation cost for the Company’s plans been determined based on the fair value of the stock options as of the grant dates
for awards under the plans consistent with the method prescribed in Statement of Financial Accounting Standards No 123, "Accounting
for Stock-Based Compensation," the Company’s net loss applicable to common stock and net loss per share would have increased to the
pro forma amounts indicated below The Company utilized the following assumptions in calculating the estimated fair value of each stock
option on the date of grant using the Black-Scholes option-pricing model with the following weighted-average assumptions for grants

2002 2001 2000
Dividend yield . —% —% —%
Expected volaulity . 1230% 1157% 1099%
Expected hfe . . 3o 37 44
Rusk-free mterest rate . 332% 427% 583%
2002 2001 2000

Reported net loss $(572,670) $(431,813) §(277,567)
Add stock-based employee compensation expense mncluded in reported net

mcome . . 2,726 4,126 10,127
Deduct stock-based employee compensation expense determined under fair value

method for all awards . (178,643)  (212,384) _ (126,939)
Pro forma net loss $(748,587) _$(640,071) _ $(397.379)
Net loss per share, basic and diluted—as reported $(4 88) 53 82) 52 58)
Net loss per share, basic and diluted—pro forma . $(6 38) 3(5 66) (3 69)

Treasury Stock. Treasury stock transactions are accounted for using the cost method
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Loss Per Share. The Company calculates net loss per share under the provisions of Statement of Financial Accounting Standards
No 128, "Earmings per Share "

The securruies listed below were not included 1n the computanon of diluted loss per share, as the effect from the conversion would
be antidilutive

2002 2001 2000
Common Stock Warrants . 205785 207,973 207973
1697 Nonqualified Stock Option Plan 475224 531,196 791,122
1998 Stock Incentive Plan 15,607,460 24,666,776 20,392,248
Employee Stock Discount Purchase Plan 56,839 432,250 82,270

Income Taxes. Income taxes are accounted for under the asset and liability method Deferred tax assets and Labilities are
recogmzed for the future tax consequences attributable to differences between the consohidated financial statement carrying amounts of
exsting assets and liabilities and their respective tax bases and operating loss and tax credit carryforwards Deferred tax assets and
liabilities are measured using enacted tax rates expected to apply to taxable income 1n the years in which those temporary differences are
expected to be recovered or settled The effect on deferred tax assets and habilities of a change 1n tax rates 15 recognized m income n the
penod that mcludes the enactment date

Segment Reporting. The Company operates 1ts business as a single segment, providing integrated telecommunications services
This segment includes all services offered by the Company, including local voice service, long distance service, data services, and
customer premise equpment sales and maintenance services These services have similar network operations and are sold through similar
sales channels to the same targeted customer base The Company manages these services as a single segment and prepares and reviews
financial results on this single segment

Use of Estimates in Financial Statements. The preparation of consolidated financiai statements in conformuty with accounting
principles generally accepted 1n the United States requires management to make estimates and assumpttons that affect the reported amounts
of assets and habilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of
expenses during the reporting penod The Company continually evaluates its estunates, including those related to revenue recogmition,
accounts recetvable, network expenses and impairment of long-hved assets The Company bases 1ts estimates on historical experience and
on other relevant assumptions that are believed to be reasonable under the circumstances These estimates form the basis for making
Judgments about the carrying values of assets and liabilities that are not readily apparent from other sources Actual results could differ
from those estimates

Recent Accounting Pronouncements. In June 2001, the Financial Accounting Standards Board 1ssued Statement of Financial
Accounting Standards No 143, "Accounting for Asset Retirement Obligations " This statement addresses financial accounting and
reporting for obligations assoctated with the retirement of tangible long-hived assets and the associated asset retirement costs The adoption
of this statement did not have a material effect on the financial conditton or results of operatiens of the Company

In August 2001, the Financial Accounting Standards Board also 1ssued Statement of Financial Accounting Standards No 144,

"Accountmg for the Imparrment or Disposal of Long-Lived Assets." This statement addresses financial accounting and reporting for the
mmpairment or disposal of long-hived assets Adoption of this statement 18 required for fiscal years beginning after December 15,

F-11



2001 The adoption of this statement did not have a matenal effect on the financial condition or results of operations of the Company

In June 2002, the Financial Accounting Standards Board issued Statement of Financial Accounting Standards No 146,
"Accounting for Costs Associated with Exit or Disposal Activities " This staterment addresses financial accounting and reporting for costs
associated with exit or disposal activities Adoption of this statement 15 required for exat or disposal activities mitiated after December 31,

2002, with early application encouraged The adoption of this statement 15 not expected to have a materal effect on the financial condition
or results of operations of the Company

In December 2002, the Financial Accounting Standards Board 1ssued Statement of Financial Accounting Standards No 148,
"Accounting for Stock Based Compensation-Transition and Disclosure " This statement provides altenative methods of transition to
entities that adopt the fair value method of accounting for stock-based employee compensation The statement also requires expanded
disclosure of pro-forma fair value stock compensation information for all companies regardless of whether an entity adopts the fair value
method of accounting for stock based compensation These disclosures are generally required for fiscal years ending after December 15,
2002 and have been included 1 the notes to the Company’s consolidated financial statements

In November 2002, the Financial Accounting Standards Board's Emerging Issues Task Force reached a consensus on EITF Issue
No 00-21, "Revenue Arrangements with Multiple Dehiverables " EITF Issue No 00-21 provides gwdance on how to account for
arrangements that involve the delivery or performance of muluple products, services and/or nghts to use assets The provisions of EITF
Issue No 00-2]1 wall apply to revenue arrangements entered mto n fiscal penods beginning after June 15, 2003 The Company does not
expect EITF Issue No 00-21 to have a matenal effect onits financial condition or resulis of operations

4. Business Combinations:

In June 2001, the Fmancial Accounting Standards Board 1ssued Statement of Financial Accounting Standards No 141, "Bustness
Combinations " This statement addresses financial accounting and reporting for busmess combinations Adophon of this statement 1s
required for all business combinations consummated after June 30, 2001 All of the Company’s prior business combinations have been
accounted for under the purchase methoe of accounting Therefore, the adoption of this statement did not have a matenial impact on the
Company’s business acquisition model

In June 200i, the Fiancial Accounting Standards Board also issued Statement of Financial Accounting Standards No 142,
"Goodwill and Other Intangible Assets " This statement (1) requires that goodwill balances no longer be amortized but rather assessed for
impairment at least annually and (2) expands the classifications of other intangibie assets and provides gwidance for estimating the expected
usefutl bives of these assets
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The table below shows the impact of the amortization recogmzed n prior years for intangibles that are no longer amortized after
the adoption of Statement of Financial Accounting Standards No 142

2002 2001 2000
(unaudited)
$(572,67 S{431.8l §(277,56
Reported net loss 0 3) 7)
Add back Goodwill amortization — 55,227 22,279
Add back Acquired workforce amortization — 1,181 401
$(572,67 $(375.40 (254,88
Adjusted net loss 0) 3) 7
Basic and diluted net loss per share
Reported net loss per share . B4 88)  $(3.82) $(2 58)
Goodwill amortization — 049 021
Acquired workforce amortization — 001 —
Adjusted net loss per share S(488) _$(332) _$237)

The Company 15 required to assess the value of goodwill under the provisions of Statement of Financial Accounting Standards
No 142 The Company identified one reporting unit, as defined i Statement of Financial Accounting Standards No 142 As outhned n
the authortative literature, the assessment of whether goodwill has been impaired 1s based on the Company’s estimate of the farr value of
the reporting umit using a model which considers both a discounted future cash flow analysis and market capitalization data Upon adoption
of Statement of Financial Accounting Standards Mo 142 on January 1, 2002, there was no indication of an impairment 1n the Company’s
goodwl! mtangrble

During the six months ended June 30, 2002, the market capitalization of the Company remaimned at a level well below its book
value As this decline in the market capitahzation mdicates that a potential impairment in the value of goodwill exists, management
performed an mterim valuation as of June 30, 2002 using a valuation model which considers both a discounted future cash flow analysis
and market capitalization data A final valuation was performed by an independent valuation services company This valuation indicated
that an impaimment of goodwill existed as of June 30, 2002 Accordingly, the Company recorded a charge of $114,722 during 2002,
reflecting the amount of imparrment as of fune 30, 2002 to ehmmnate the enterpnse goodwill intangible

The changes 1n the carrying value of goodwill during the year ended December 31, 2002 are as follows

Balance as of December 31, 2001 . $107,468
Reclassification of acquired workforce . . 1,731
Final purchase pnce adjustments . 5,523
Impairment charge . (114,722)
Balance at December 31, 2002 . ___,_i:_

Business Acquisitions
On June 17, 2002, the Company purchased substantially all of the assets of WorldCom’s customer premuse equipment sales and
WorldCom's customer premise equipment mamtenance businesses, known in the mdustry as "Shared Technologies Fawrchild" or "Shared

Technologies " The Company acquired these busmesses for a cash purchase pnce of $30,000 and assumption of specified liabilities The
excess of purchase price over the fair value of the net assets acquired was recorded as goodwill of $3,902 The
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acquisition was accounted for using the purchase method, and accordingly, the net assets and results of operations of Shared Technologies
have been included i the Company’s consohdated consohdated financial statements since the date of acquisitron Included in the
Company’s financial statements were $78,705 of revenues and $47,853 of network expenses related to the Shared Technologies busmesses
for the year ended December 31, 2002

The following table summanzes the estmated farr value of the assets acquired and habilities assumed related to the Shared
Technologies business

Current assets $46.494
Property and equipment 4,733
Other Assets . 92
Goodwall . 3.902

Total assets acqured 55.221
Current habilities o D 25221

Total habihties assumed . 25221
Net assets acquired . __$30.000

The following presents the unaudited pro forma results of the Company for the years ended December 31, 2002, 2001 and 2000,
as 1f the acquisition of the Shared Technologies businesses had been consummated at the beginming of each of the periods presented The
pro forma results are prepared for comparative purposes only and do not necessarily reflect the results that would have occurred had the
acquisitions occurred at the begimming of the pertods presented or the results which may occur m the future

2002 2001
(unaudited)
Revenue $849,081 $645,312
Net loss (571,274) (498,147)
Net loss per share, basic and diluted o . (4.87) (4 40)

Additionally, duning the year ended December 31, 2002, the Company paid conuingent consideration totaling $1,928, consisting
of $250 1n cash and 558.726 shares of 1ts common stock as provided m the merger agreements with Jump Net, Inc (acquired 1n 2000) and
Coast to Coast Telecommumcations, Inc (acquired 1n 2001) The consideration paid during 2002 was mcluded 1n accrued Liabiliies at
December 31, 2001 There 15 no additional consideration payable under any of the Company’s acquisition agreements

During the year ended December 31, 2001, the Company paid contingent consideration totaling $17,858, consisting of $13,988 n
cash, of which $2.362 was mncluded i accrued liabihities at December 31, 2000, and 407,250 shares of the Company’s common stock as
provided in the merger agreements with the following businesses acquired during 2001 and 2000 InterAccess Co , Virtuahs Systems, Inc,
Jump Net. Inc , CTSnet and Adgrafix Corporaton There 1s no additional consideration payable under these acquisition agreements

During the year ended December 31, 2001, the Company acquired the stock of Adgrafix Corporation, an Internet-based, web
hosting apphcations specialist, and Coast to Coast Telecommumcations, Inc, a provider of local and long-distance telecommunications
services The Company also acquired certain assets of HarvardNet, Inc , an Internet-based, web hosting applications



speciahist, and Intermedia Business Internet, 2 Tier | Internet service provider The Company acquired these entities for an apgregate
purchase price of $92,602, consisting of $17,651 n cash and 3,694,502 shares of the Company’s common stock The excess of purchase
price over the fair value of the net assets acquired was recorded as goodwill of $34,896

Duning the year ended December 31, 2000, the Company acquired the following four regional Intemnet service providers
CONNECTnet Internet Network Services, InterAccess Co, CTSnet, a division of Datel Systems Incorporated, and Jump Net. Inc In
addition, during 2000, the Company acquired Virtualis Systems, Inc , an Internet-based, web hosting applications specialist

In connection with 1ts mtegration plan for the acquired businesses, the Company recorded additional goodwill to establish
reserves for certain costs, including the termination of acquired redundant network elements, closure of acquired duphcate facilities, and
severance of certain employees If the Company does not utihize the full extent of the established reserves for their intended purposes, the
reserves will be reversed and will be included as an extraordinary 1tem 1 the Company’s consolidated financial statements since goodwill
has been fully impaired

Each of the acquisttions discussed above were accounted for using the purchase method of accouniing Accordingly, the net assets
and results of operations of the acquired companies have been included in the Company’s consohdated financial statements since the
acquisition dates The purchase price of the acquisitions was aliocated to assets acquired, mcluding identified intangible assets, and
liabilites assumed, based on their respective estimated fair values at acquisiion The Company’s purchase pnce allocation of the
acquisttion made n 2002 1s prelinunary, subject to post-acquisition due dihgence of the acquired entity, and may be adjusted as additional
mnformation 1s obtamed During the years ended December 31, 2002 and 2001, immaterial adjustments were made to the purchase price
allocation of the entities acquired 1 2001 and 2000

5. Other Assets:

Other assets consisted of the following

2002 2001

Acquired customer hists . $62,800 $62,800
Acquired workforce intangibles . — 3.348
Long-term deposits . . 17,030 4,040
Equipment pending deployment . . . . 8,688 6,827
Other ) 5,645 6,231
Total other assets . . 94,163 83,246
Less Accumulated amortization . . . . : (50.189) _ (18,520)

Other assets, net . $43,974 $64,726

On January 1, 2002, the Company reclassified the value of the acquired workforce intangibles and related accumulated
amortization to goodwill in accordance with Statement of Financial Accounting Standards No 142 (See Note 4)

The acquired mtangibles are being amortized over their estimated useful lives of one to three years using the straight-hne method
Amortization expense related t¢ intangible assets totaled $33,386
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and $13,235 dunng the years ended December 31, 2002 and 2001, respectively The estimated aggregate future amortization expense for
intangible assets remaiming as of December 31, 2602 1s as follows

2003 . . $10.301
2004 R . . 2310
Total _ s

Long-term deposits mclude a $10,800 prepayment to AT&T for fong-distance services Equipment pending deployment consists
of equipment purchased and bemng staged for deployment in the Company’s network This equipment will be classified as property and
equipment when it 15 deployed
6. Accrued Liabilities and Other Current Liabilities:

Accrued hiabilities and other current habilities consisted of the following

2002 2001

Accrued employee compensation and benefits 511,824 $10.314
Accrued network expenses . . 52,643 40,313
Business acquisition costs . 10,502 15,657
Accrued taxes 10,051 8,171
Accrued interest expense 4,154 4,103
Deferred revenue 29,009 3,088
Other 6,261 4,322

Accrued Liabilities and other current hiabilities . v $124,444 $85.968

Business acquisiion costs primanly included reserves for termination of acquired redundant network elements and closure of
acquired duplicate facilities (See Note 4)

7. Long-Term Debt:

Long-term debt consisted of the following

2002 2001

Series B 11°/4% notes, face amount $445,000 due February t5, 2008, effective mterest rate of

12 21%, at accreted value $433974 $385,765
127/s% semor notes, face amount $205,000 due May 15, 2008, effective interest rate of 13 24%,

at accreted value 202,210 201,852
Senmior secured credit facilities, variable interest rate 470,300 350,000
Capital lease obligations (see Note 8) . ) 94,739 78,687
Total debt - . - . 1,201,223 1,016,304
Less current portion of long-term debt 561,532 3,120

Long-term debt . . .. $639,691 §$1,013,184
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The approximate annual debt maturities for the five vears subsequent to Decernber 31, 2002, are as follows

2003 $556,223
2004 . . 82,060
2005 145,590
2006 . 242 650
2007 _
Thereafter , ; . 93.777

Total . $1.120,300

2003 long-term debt maturities include a reduction in debt as required by the Company’s interim agreement with 1ts senuor bank
creditors, as discussed below

Series B 11°/;% Notes Due 2008. On February 3, 1998, the Company raised gross proceeds of approximately $250.477 1n an
offering of 445,000 umits, each of which conssts of one 117/:4% semor discount note due 2008 of the Company and one redeemable warrant
to purchase approximately 2 19 shares of common stock at an exercise price of § 01 per share, subject to certain antidilution provisions Of
the gross proceeds, $242,294 was allocated to the 11°/:% notes and $8,184 was allocated to the redeemable warrants The redeemable
warrants became exercisable i ¢connection with the Company’s mitial pubhic offering (see Note 9) in July 1998

A reglstratlon statement on Form S-4 (File No 333-49013) registering the 11 %% notes, and offering to exchange any and all of
the outstanding 11 3/:% notes for Series B 11%/,% notes due 2008, was declared effective by the Securities and Exchange Commussion on
May 22, 1998 This exchange offer ternunated on June 23, 1998, after substannally all of the outstanding 11 */% notes were exchanged
The terms and conditions of the Seres B notes are 1dentical to those of the 117/:% notes m all material respects

The Senies B notes have a pnncipal amount at maturity of $445,000 and an effective mnterest rate of 12 21% The Senes B notes
are unsecured and mature on February 15, 2008 Commencing August 15, 2003, interest on such notes 1s payable m cash at the rate of
11°/,% per annum on February 15 and August 15 of each year From and after February 15, 2003, interest on the Series B notes will be
payable serm-annually n cash at the rate of 11 */,% per annum The Company 1s required to make an offer to purchase the redeemable
warrants for cash at the relevant value upon the occurrence of a repurchase event, as defined 1n the applicable warrant agreement

Through March 31, 1999, the Company was recognizing the potential future redemption vatue of the redeemable warrants by
recording accretion of the redeemable warrants to their estimated fair market value at February 3, 2008, using the effective interest method

Effective April 1, 1999, the Company determuned that accreting the redeemable warrants to 2 future potential redemption value
was no longer applicable, as the redemption of the redeemable warrants for cash 1s no longer beyond the control of the Company, and the
redemption date and amount are not reasonably determinable Accordmgly, the accreted value of the redeemable warrants at Apnl 1, 1999,
was reclassified to stockholders’ equity as common stock warrants, and no further accretion wall be recorded If a repurchase event occurs
in the future or becomes probable, the Company will adust the warrants to the estimated redemption value at that ime

Under the terms of the Series B notes, the Company may redeem these notes at certamn times and in certain amounts Upon a
change of control, as defined, the Company 1s required to make an offer to
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purchase the 117/,% notes at a purchase price of 101% of the accreted value thereof together wath accrued interest, 1f any

12'/s% Senior Notes Due 2008. On July 7, 1998, the Company rased approximately $200,919 of gross proceeds from the sale
of 1ts 127/% semor discount notes due 2008 of which approximately $69,033 was used to purchase US government secunties, which
were placed n a pledged account to secure and fund the first six scheduled payments of interest on the notes.

The 127/z% notes have a principal amount at maturity of $205.000 and an effective mnterest rate of 13 24% The 12 "/x% notes are
unsecured and mature on May 13, 2008 Interest on the 12'/s% notes 1s payable semi-annually m cash at the rate of 12 /5% per annurm on
May 15 and November 15 of each year As of December 31, 2002 and 2001, the Company has recorded accrued interest associated with
the 12'/s% notes of $3.299 and $3.299, respectively, which 1s included 1n other current hiabilities

Under the terms of the 12/% notes, the Company may redeem these notes at certain times and m certamn amounts Upon a
change of control, as defined, the Company 15 required to make an offer to purchase the 127/s% notes at a purchase price of 101% of the
principal amount thereof, together with accrued interest, 1f any

The Series B notes and 127/5% notes contain certain restrictive covenants that, among other things, limit the ability of the
Company to incur indebtedness, create liens, engage 1n sale-leaseback transactions, pay dividends or make distributions n respect to therr
capifal stock, redeem capital stock. make mmvestments or certam other restnicted payments, sell assets, 1ssue or sell stock of certan
subsidianies, engage 1n transactions with stockholders or affiliates or effect a consohdation or merger The Company was in compliance
with all such restnctive covenants at December 31, 2002

Senior Secured Credit Facilities. In February 2000, the Company closed on $500,000 of semor secured credit facilities (Credit
Facifities) The Credit Facilities consist of a $350,000 seven-year revolving credit facility and a $150,000 two-year delayed draw term loan
facility Interest 1s generally the London Interbank Offered Rate (LIBOR) plus 4 50% The blended borrowing rate on outstanding
borrowings at December 31, 2002 15 5 77% and will remain fixed until June 26, 2003

The Credit Facilities are secured by (1) the capital stock of Allegiance Telecom Company Worldwide (which stock 1s owned by
the Company’s parent holding company, Allegiance Telecom, Inc ) and (2) all of the assets of Allegiance Telecom Company Worldwide,
thcluding the capital stock owned by that entity in each of 1ts subsidiaries

As of December 31, 2002, there were $324,800 and $145,500 of borrowings outstanding under the seven-year revolving credit
facility and the two-year delayed draw term loan facility, respectively, all of which are classified as long-term debt The revolving credit
facihity will be permanently reduced i accordance with its amortization schedule as follows: 20% n 2004 (a pro-rata amount each
quarter), 30% m 2005 (a pro-rata amount each guarter) and 50% in 2006 {a pro-rata amount each quarter) Principal amounts of the
delayed draw term loan are to be repaid as follows' 20% mn 2004 (pro-rata payments to be made quarterly), 30% mn 2005 (pro-rata
payments to be made quarterly) and 50% in 2006 (pro-rata payments to be made quarterly)

The Credit Facilities carry certan restrictive and financial covenants that, among other things, limit the Company’s ability to incur
mdebtedness, create liens, engage 1 sale-leaseback transactions, pay dividends or make distnbutions n respect of capital stock, redeem
capital stock, make investments or certamn other restncted payments, sell assets, 1ssue or sell stock of certain subsidianes, engage in
transactions with stockholders or affibates, effect a consohdation or merger and require the Company to mantain certain operating and
financial performance measures
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On November 27, 2002, the Company reached an agreement with 1its senior bank creditors regarding modifications to the Credit
Facilities Under this agreement, the Company obtamned a warver of all existing financial covenants through Apnl 30, 2003 and replaced
those covenants during this period with a free cash flow from operations covenant (EBITDA less capital expenditures) and a total leverage
covenant Under this interim amendment, the Company cannot permut 1ts consohdated total debt to exceed at any time (1) $1.275.000 from
November 27, 2002 through Apnil 29, 2003 and (1) $643,000 thereafter Under the terms of the interim amendment, the Company repaid
$15,000 of the Credst Facihties, which was applied to the mitial amortization of the facihity scheduled to begin in 2004 The Company was
n comphiance with intennm period covenants at Decernber 31, 2002

A permanent amendment to the Credit Faciliies must be 1 place prior to the April 30, 2003 waiver expiration In conjunction
with the negotiation of this permanent amendment, the Company has been evaluating possible recapitahzation transactions and pursuing
numerous financial and negotiated strategic aiternatives to reduce total indebtedness

Under the terms of the Credit Facilities, the Company 15 required to deliver an unqualified audit report to 1ts sentor lenders The
Company recetved an audtt report that 1s modified to express substantial doubt about the Company’s ability to continue as a going concern
As such, 1f the Company does not receive a warver from 1its senior lenders or 1f 1t 1s unable to cure this breach within 30 days, there will be
an event of default under the Credit Facilities An event of default under the Credit Facihties could cause all amounts outstanding under the
Credit Facilities to become immediately due and payable [f they become tmmediately due and payable, the Company’s bondholders may
also accelerate the payment of outstanding amounts due under the Series B notes and the 127/s% notes No adyustment that might result
from the potential impact of these acceleration events 1s refiected in the debt matunty table above

8. Leases:

The Company has entered into various capital lease agreements, with expirations through 2022, covering dedicated optical fiber
capacity and certain equipment Assets and future obhigations related to capital leases are included n the accompanymng consohdated
balance sheet 1n property and equipment and long-term debt, respectively Depreciation of assets held under captal leases 15 inciuded n
depreciation and amortization expense

The Company has entered imto various operating lease agreements, with expirations through 2015, for network facilities, office
space and equipment Rent expense on operating leases for the years ended December 31, 2002, 2001 and 2000, was $34,600, $31,765 and
516,950, respectively
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Future mimmum lease obligations for all non-cancelable capital and operating lease agreements with tmtial or remaming terms of
one vear or more at December 31, 2002 are as follows

Capital Operating

Years ending December 31 Leases Leases
2003 $14.046 $30,545
2004 v . .o 13,456 28,693
2005 12,601 27,533
2006 . . 12,658 25,300
2007 . 10,353 23,299
Thereafter . 108,652 68,322

Total nummum future lease payments 171,766 $203.692
Amount representing mterest (77,027)
Present value of mmimum lease payments 94,739
Current portion {5,309}

Long-term capital lease obligations 589430

Certan operating and capital lease agreements contain renewal and purchase options at the end of the imtial lease terms
9. Capitalization:

Preferred Stock. In comnection with the Company’s mitial public offering, the Company authorized 1,000,000 shares of
preferred stock with a $ 01 par value At December 31, 2002 and 2001, no shares of preferred stock were 1ssued and outstanding

Common Stock. On February 2, 2000, the Company raised $693,000 of gross proceeds from the sale of the Company’s common
stock The Company sold 9,900,000 shares at a price of $70 per share Net proceeds from this offering were $665,562 On February 29,
2000, the underwniters of this offering exercised an option to purchase an additional 803,109 shares of common stock, providing an
additional $56,218 gross proceeds and $54,113 net proceeds to the Company

On February 28. 2000, a three-for-two stock spht of the Company’s common stock was effected 1n the form of a 50% stock
dividend to shareholders of record on February 18, 2000 Par value remaned unchanged at § 01 per share All references to the number of
common shares and per share amounts have been restated to reflect the stock split for all periods presented

At December 31, 2002 and 2001, 125,157,605 and 115,542,354 shares were 1ssued and 124,830,110 and 115,214,859 were
outstanding, respectively Of the authonized but unissued common stock, 19,758,718 shares were reserved for 1ssuance upon exercise of
stock options 1ssued under the Company’s stock option, stock ncentrve and stock purchase plans (see Note 13) and 205,851 shares were
reserved for 1ssuance, sale and delivery upon the exercise of warrants (see Note 7) at December 31, 2002

Warrants. During 2002, 1,000 warrants, formerly referred to as redeemable warrants (sec Note 7), were exercised to purchase
2,188 shares of common stock Fractional shares are not 1ssued, cash payments are made n heu thereof, according to the terms of the
warrant agreement No warrants were exercised during 2001 At December 31, 2002 and 2001, 94,031 and 95,031 warrants, respectively,
were outstanding  The warrants will expire on February 3, 2008
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Deferred Compensation. During 1998 and 1997, certain management mvestors acquired membership units of Allegiance
Telecom, LLC at amounts less than the estimated fair market value of the membership umts, consequently, the Company recogmzed
deferred compensation of $10,090 and $978 at December 31, 1998 and 1997, respectively, of which $41, $2,726 and $2,767 was
amortized to expense dunng the periods ended December 31, 2002, 2001 and 2000, respectively In connection with the mitial public
offermng, the redeemable preferred stock was converted into common stock and Allegiance Telecom, LLC was dissolved The deferred
compensation charge 1s amortized based upon the period over which the Company has the night to repurchase certamn of the securities (at
the lower of fair market value or the price paid by the employee) in the event the management investor’s employment with the Company 1s
termunated Deferred compensation also includes stock options granted at an exercise price less than market value, stock options subject to
variable plan accounting, and restnicted stock 1ssued to management employees (see Note 13)

Deferred Management Ownership Allocation Charge. On July 7, 1998, m connection with the initial pubhic offering, certam
venture capital investors and certam management mvestors owned 95 0% and 5 0%, respectively, of the ownership interests of Allegiance
Telecom, LLC, which owned substantially all of the Company’s outstanding capital stock As a result of the successful mitial pubhic
offering, Allegiance Telecom, LLC was dissolved and its assets (which consisted almost entirely of such capital stock) were distributed to
the venture capial mvestors and management mvestors 1 accordance with the Allegiance Telecom, LLC’s imited hability company
agreement This agreement provided that the equity allocation between the venture capital investors and the management mvestors be
66 7% and 33 3%. respectively. based upon the valuation implied by the initial public offering The Company recorded the increase in the
value of the assets of Allegiance Telecom, LLC allocated to the management mvestors as a $193,537 increase in additional paid-n capital,
of which 5122476 was recorded as a noncash, nonrecurnng charge to operating expenses and $71,061 was recorded as a deferred
management ownership allocation charge The deferred charge was amortized at $175 and £6,480 as of December 31, 2001 and 2000, and
was fully amortized as of March 31. 2001 The Company repurchased 289,527 shares from termunated management investors during 2000
A remaming deferred charge of $1335 related to these shares was reversed to additional paid-in-capital upon the repurchase of the shares

10. Related Parties:

Duning 2002, the Company ncurred approximately $450 1n legal fees to a law firm m which a member of the Company’s board
of directors 1s a senior partner

During 2001, the Company loaned $4,200 to a director and executive vice president of the Company under a full recourse
promussory note The note 1s payable in full on April 4, 2004 The outstanding balance accrues interest at 2.73% per annum, which was the
November 2001 apphcable federal rate, and mterest 1s payable when this note 1s due In the event the executive resigns or 1s terminated by
Allemance for cause, this note will become immediately due and payable The note i1s included mn other long-term assets m the
accompanymg consolidated balance sheet

Duning 2001, the Company mcurred $351 in charges for company business travel on an airplane owned and operated by a
company that 15 wholly-owned by a director and executive vice president of the Company The air travel rate charged for use of the
atrplane was at least as favorable as the rate charged by private aircraft owners unaffiliated with the Company No such payments were
made during 2002
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11. Commitments and Contingencies:

In Apnl 2000, the Company executed a master procurement agreement with Lucent Technologies Inc for a broad range of
advanced telecommumcations equipment, software and services This agreement contamns a three-year $350,000 purchase commitment In
July 2001, this agreement was amended to extend the term to six years Under the amended agreement, the Company must complete
purchases totahng $100,000 by December 31, 2000, an aggregate of $160,000 of purchases by September 30, 2001, an aggregate of
$210,000 by Decemnber 31, 2002, an aggregate of $257,000 by December 31, 2003, an aggregate of $304,000 by December 31, 2004, and
the full $350,000 of aggregate purchases on or before December 31, 2005 In 2002, Lucent waived $50,000 of the $210.000 purchase

commutment for 2002 in exchange for a purchase commutment by the Company of approximately $13.100 of telecommunications
equipment

The Company purchased the 313,100 of telecommunications equipment and has satisfied the purchase comnutment for 2002 As
of Decemnber 31, 2002, the remarmng commitment under this agreement 1s approxmmately $123,800 The agreement provides that, subject
to certain conditions, if the Company does not meet the required purchase mlestones, the Company will be required to provide cash
settlement 1 an amount equal to the shortfall During the term of the contract. such shortfall payments may be applied to future purchases
1n the next succeeding year Given the change 1 focus m the Company’s busmess to achieving profitability, the Company 15 1n the process
of renegotiating this contract with Lucent There can be no assurance that the Company will be successful in completing the renegotiation

12. Federal Income Taxes:

The Company accounts for mcome tax under the provisions of Statement of Financial Accounting Standards No 109,
"Accounting for Income Taxes" (SFAS 109) SFAS 109 requires an asset and hiability approach which requires the recogmtion of deferred
tax assets and labilmes for the expected future tax consequences of events which have been recogmzed in the Company’s financial
statements The Company had approximately $1,344,311 and $877,794 of net operating loss carryforwards for federal income tax purposes
at December 31, 2002 and 2001, respectively The net operating loss carryforwards will begin to expire m the years 2012 through 2019 1f
not previously utiized The Company has recorded a valuation allowance equal to the net deferred tax assets at December 31, 2002 and
2001, due to the uncertamty of future operating results The valuation allowance will be reduced at such time as management s able to
determune that the realization of the deferred tax assets 1s more hkely than not to occur Generally, reductions n the valuation allowance
will reduce future provisions for mcomne tax expense Reductions m the valuation allowance related to tax deductions for employee stock
option exercises will reduce the Company’s additional paid-in capital
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The tax effects of temporary differences that give nse to deferred tax assets and deferred tax liabilities at December 31, 2002 and
2001 are presented below

2002 2001
Deferred tax assets
Net operating loss carryforward . $539.357 $327.417
Start-up costs capitalized for tax purposes . 643 1,065
Amortization of intangtbles . . 16,287 —
Allowance for doubtful accounts 6,327 15,797
Accrued habilities and other 6,557 21,975
Amortization of onginal 1ssue discount 71,109 51,506
Total gross deferred tax assets 640,280 418,164
Less valuation allowance . (556.959) (342,394
Net deferred tax assets $£83.321 $75,770
Deferred tax habilities
Depreciation $(83.321) (71,919}
Amortization of intangibies . — (3.851)
Total gross deferred tax habihues . (83,321) (75.770)
Net deferred tax asset . S— S—

Amortization of the original 1ssue discount on the Senes B notes and the 12/3% notes as nterest expense 1s not deductible 1n the
income tax return until paid Amortization of goodwll created 1n a stock acquisition 1s not deductible i the Company’s income tax return,
therefore, the effective income tax rate differs from the statutory rate

Under existing mcome tax law, all operating expenses mcurred prior to commencing principal operations and expansion tnto new
markets are capitahized and amortized over a five-year pertod for tax purposes

A reconcihation of the Company’s effective tax rate and the U S federal and state tax rate 1s as follows

2002
Statutory U S federal rate (35)%
State income taxes, net of federal benefit . . e 3%
Valuation allowance for deferred taxes 32%
Goodwill and other 1dentifizble intangibles . . R . 6%

—%

13. Stock Option/Stock Incentive/Stock Purchase Plans:
1997 Nonqualified Stock Option Plan And 1998 Stock Incentive Plan. Under the 1997 stock option plan, the Company granted

stock options to key employees, a director and a consultant of the Company for an aggregate of 1,580,321 shares of common stock The
Company will not grant stock options for any additional shares under the 1997 stock option plan
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Under the 1998 stock incentive plan, the Company may grant stock options to certain employees, directors. advisors and
consultants of the Company The 1998 stock incentive plan provides for 1ssuance of the following types of incentive awards stock options,
stock appreciation nghts, restricted stock, performance grants and other types of awards that the Compensation Commuttee of the Board of
Directors deems consistent with the purposes of the 1998 stock incentive plan The Company has 18,857,402 shares of common stock
reserved for 1ssuance under the 1998 stock incentive plan at December 31, 2002

Stock options granted under both plans generally have a term of six years and vest over a three-year period and the Compensation
Commuttee of the Board of Directors admuntsters both option plans

A summary of the status of the 1997 stock option plan as of December 31, 2002, 2001 and 2000 1s presented in the table below

December 31, 2002 December 31, 2001 December 31, 2000
Weighted Weighted Weighted
Average Average Average
___Shares Exercise Price Shares Exercise Price Shares Exercise Price
Outstanding, beginning of penod 531,196 §t 80 745,172 3180 1,098,155 5179
Granted — — — - — —
Exercised (8,532) 165 (213,300) 1 80 (334.216) 176
Forferted (47,440) 169 (676) 227 (18.767) 188
Outstanding, end of period 475,224 182 . 531196 180 745,172 1 80O
Options exercisable at period-end 475,224 531,196 595,660

The following table sets forth the range of exercise prices and weighted average remaiming contractual hie at December 31, 2002
under the 1997 stock option plan

Stock Options Outstanding Stock Options Exercisable
Weighted Weighted
Number of Weighted Average Average Number of Average
_ Range of Exercise Price Shares Contractual Life  Exercise Price Shares Exercise Price
$165-231 475,224 12 5182 475,224 $182
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During 2000, the Company recogmized a deferred compensation charge of $957 as a result of an exchange of unvested stock
options of acquired businesses (see Note 4) for employee stock options under the Company’s 1998 stock incentive plan $313. 5313 and
$96 was amortized to expense 1n the years ended December 31, 2002, 2001 and 2000, respectively

In November 2000, the Company granted non-qualified, outperform stock options to certam key employees under the 1998 stock
mcentive plan These outperform options are notated as such due to the nature of the options 1 which the ultimate number and exercise
price of the options are dependent on the performance of the Company’s stock price relative to the performance of the NASDAQ 100
Index As the number of options and the exercise price were not fixed at the date of grant, the Company accounts for these stock options
using variable plan accounting under APB No 25 This accounting will require the Company to measure and record compensation ratably
from the date of grant until the options are exercised The outperform stock options vest m equal quarterly amounts through
November 2001 and generally expire on March 31, 2003 If the Company’s exchange-traded stock price outperforms the NASDAQ 100
Index on a go-forward basis, 1t 15 possible that the Company could have material compensation charges in future peniods related to
unexercised outperform stock options At December 31, 2000, the Company recorded a deferred compensation charge of $12.128 and
compensation expense of $2,106 through that date Duning 2001, this charge and all related expenses were reversed due to downward
movement in the market price of the Company’s common stock No additional expense related to the outperform stock options was
recognized during 2002

During 2001 and 2002, the Company cancelled certain outstanding stock options, which caused grants made to the same
employees within six months of these cancellations to be subject to variable plan accounting under APB No 25 At December 31, 2002
and 2001, the deferred compensation charge related to these options was $31 and $5,288, respectively, and the Company had recorded
compensation expense of $22 and 30, respectively through those dates The deferred compensation charge will be amortized to expense
over the vesting penod of the stock options. and will continually be adyusted based on the market price of the Company’s common stock

During 2002, the Company 1ssued 3,461,120 shares of restricted stock to certamn management employees n exchange for stock
options held by such employees that had an exercise price of five dollars and fifty cents or more at a ratio of three shares of restncted stock
for every four shares 1ssuable pursuant to such stock options In addition, during 2002, the Company tssued 2,920,000 shares of restricted
stock to certamn senuor executives n exchange for stock options 1ssued to such executives on October 15, 2001, at a ratio of four shares for
every five shares 1ssuable pursuant to such stock options These restricted shares were 1ssued at no cost to the employees, therefore, the
Company recogmzed deferred compensation of $6,509 based on the market value of the stock at the date of 1ssuance The deferred
compensation charge will be amortized to expense over the three-year vesting period of the restnicted stock $1,605 was amortized to
expense tn the year ended December 31, 2002

Employee Stock Discount Purchase Plan. The Company’s stock discount purchase plan 1s mtended to give employees a
convenient means of purchasing shares of the Company’s common stock through payroll deductions Each participating employee’s
contributions will be used to purchase shares for the employee’s share account as promptly as practicable afier each calendar quarter The
cost per share will be 83% of the lower of the closing pnice of the Company’s common stock on the Nasdag National Market on the first or
the last day of the calendar quarter The Company has 56,839 shares of common stock reserved for 1ssuance under the stock purchase plan
at December 31, 2002 Duning 2002 and 2001, 2,474,042 and 672,337 shares, respectively, were 1ssued under the stock purchase plan for
proceeds of $3,887 and $4.916, respectively As of December 31, 2002, participants have contributed

F-26



332, which will be used to purchase the remaming 56,839 shares in January 2003 The Compensation Commuttee of the Board of Directors
admimsters the stock purchase plan

14. Long-Term Sales Contract:

Effective in 2000, and amended m 2000, 2001 and 2002, the Company executed a long-term contract to provide an integrated
network solution and certain services to Genwuity Solutions Inc , a network service provider and operator of a nationwide Internet network
The contract was established specifically to support Genmity’s customer contracts, including that with America Online This contract
establishes Gemuty as the Company’s largest customer Total revenues from Genuity for the years ended December 31, 2002, 2001 and
2000 were $90.342, 546,780 and $22,274, respectively The contract term expires on December 31, 2006 Under this agreement, Gemnty
committed to pay an aggregate of $363.010 over the term of the contract, subject to the Company’s perforrance under the contract and the
other terms and conditions of the contract The contract contaimns specific provisions that decrease Genuity’s purchase commiiment,
including but not limited to, Genwity experiencing a business downturn The agreement also provides that 1f the Company receives a going
concern qualification or expernences an event of default as defined under the Credit Facihities, (a) Genuity may exercise an option to
purchase all of the dedicated assets and infrastructure used by the Company to provide the mtegrated network solution to Genuity and
{b) Genuty would still be required to continue to purchase certain services from the Company for the remamder of the term of the
agreement If Genuity exercises its option, Genuty would be required to pay (1) for the dedicated assets, the remamning undepreciated
value of the dedicated assets and (2) for the certain services. the remaining overall value of the agreement less the amounts paid to purchase
the dedicated assets and infrastructure

On November 27, 2002, Genuty and Level 3 Communications announced that the two companies reached a defimtive agreement
in which Level 3 would acquire substantially all of Genuity’s assets and operations and assume a significant portion of Genmuity’s existing
fong-term operating agreements To facilitate the transaction, Genuity filed voluntary petitions for reorganization under Chapter 11 of the
Bankruptcy Code The consummation of Level 3°s purchase of this Genuity contract was announced on February 4, 2003

15. Quarterly Financial Data (Unaudited):

The following table summanzes results for each of the four quarters m the years ended December 31, 2002 and 2001

Second Third Fourth
First Quarter Quarter Quarter Quarter Year

Year ended December 31, 2002:

Revenues $162,095  §184,437  $219,539 $204511 $770,982

Gross profit . 80,017 89.114 101,242 96,165 366,538

Net loss {112,590y (226,815} (113,11 (120,155) {372,670

Net loss per share, basic and diluted. (097) (194) 097N {1 00) (4 88)
Year ended December 31, 2001:

Revenues . $105874  §124,059  $135137 $151,818 8516,888

Gross profit . . 54,646 63,258 69,423 77,827 265,154

Net loss . . (96,340) (103,338}  (106,537) (125,598) (431,813)

Net loss per share, basic and diluted (0 87) (092) (094 {109 (382
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